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INTRODUCTION 

There is at present, considerable discussion concerning 
the nature and merits of stock option plans as supplemental 
means of compensation. One need only open a recent issue of 
Business Week , Fortune , Duns Review , or any other business 
oriented publication to realize that the stock option and 
other forms of executive compensation are of vital interest 
to the business community. This study is therefore an attempt 
to evaluate the stock option as an attractive compensation 
device in light of, and as affected by, federal tax legis- 
lation during the past 20 years. The research question to 
be answered is : How has federal tax legislation influenced 

corporate and executive interest in stock options during the 
period 1950-1970? 

Five subsidiary questions, keyed to Chapters I through 
IV are as follows: 

1. What are stock options? What are their objectives, 
and how do they fit into the executive compensation package? 

( Chapter I ) . 

2. What effect did federal tax legislation have on 
the development of stock options during the 1950's and mid- 
1960's? (Chapter I). 
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3. How great has been the impact of the 1969 Tax 
Reform Act on stock option plan desirability for the indi- 
vidual executive and for the corporation? (Chapter II). 

4. How has tax legislation affected the entrepre- 
neurial incentive value of stock options? (Chapter III). 

5. What new stock option practices or related programs 
have emerged in 1970 as a result of the 1969 Tax Reform Act? 
(Chapter IV). 

Why discuss stock options today? The use of stock 
options in the corporate compensation package has received 
wide publicity following enactment of the 1969 Tax Reform Act. 
Various provisions of the Act have a marked effect upon the 
present and future attractiveness of the stock option. "It 
is very possible that those in vogue today will be passe in 
five years.""* - 

By far, the greatest amount of material for this re- 
search paper has been drawn from periodicals. Very few 
recent books have been published on the subject of executive 
compensation, let alone stock options. This is probably 
attributed to the changing nature of executive compensation, 
which may tend to discourage professional contributions 
utilizing this medium. By contrast., business periodicals 
keep the public and executives informed regarding the latest 
trends and developments in executive compensation. 

-*-Ephraim P. Smith, "Happenings in Executive Compen- 
sation," Personnel Journal (May, 1970), p. 386. 



CHAPTER I 



THE STOCK OPTION AS PART OF THE EXECUTIVE 
COMPENSATION PACKAGE 



The heavy progressive personal tax rates which have 
been imposed in this country since World War II have encour- 
aged corporations to seek out compensation arrangements for 
their executives which either qualify for capital gains tax 
treatment or which defer tax liabilities until the lower- 
marginal-bracket retirement years. In the 1950’s and 19 60 ’s, 
stock options were a particular form of reward in this con- 
nection. 

Perhaps no incentive has ccme under sharper scrutiny 
in recent years than the stock option. Any discussion of 
stock options is necessarily complicated by the variety of 
stock ownership programs available for use within companies. 
Statutory and nonstatutory stock options plans have been 
used with varying degrees of effectiveness to meet compensation 
and ownership objectives as defined or implied by management. 

Effectiveness varies for many reasons. Some programs 
have been installed without giving much consideration to the 
objectives the plan hopes to achieve. ”A large Midwestern 
manufacturer, for example, installed a qualified stock option 
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plan on top of a stock funded profit plan and a bonus plan 
where part of the reward was deferred stock. The implied 
purpose of the option plan was to promote ownership of stock 
among key employees ... an objective that the other two 
plans had already achieved."^ 

Stock Option defined 

In essence, a stock option represents a corporation's 
offer to sell a specific number of shares of its stock to an 
executive at a stated price so long as he completes the purchase 
within a- given period. It is a form of contingent deferred 
compensation — contingent because its value depends on what 
happens to the price of the stock during that period; deferred 
because the tax law imposes certain restrictions as to the 
timing of exercise and the realization of any gains therefrom. 

If the value of the stock decreases during the period, he 

o 

need not buy, hence losing nothing. Since the value of such 
a plan lies in the future and is somewhat speculative, its 
worth as pure compensation or immediate reward cannot be 
readily determined, nor can it be related to current perform- 
ance. This, however, is incidental, for in many instances 
the primary purpose of stock options is to spur future 

^Richard E. Wettling, "An Up-to-Date Look at Stock 
Options and Their Use," Compensating Executive Worth , edited 
by Russell F. Moore, American Management Association (New 
York, Vail Ballou Press, Inc., 1968), p. 127. 

^ Ibid . , p . 127 . 
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performance rather than reward past deeds. 

Management of Texas Instruments, Incorporated echoes 
this purpose. "Although an individual’s past performance 
inevitably presents a basis for determining his probable 
marked influence on TI ’ s future performance, options are 
used as an incentive for future individual performance and 
are never used as a reward for past accomplishments." 14 

The stock option may be said to serve a variety of 
5 

other purposes. 

1. It helps a company create adequate executive 
incentives and rewards. Today’s tax rates, living costs and 
expenses incident to executive office render it difficult, 
if not impossible, for managers to accumulate a large estate 
from savirgs out of current compensation. 

2. In making it possible for an employee to acquire 
a substantial stock interest, the stock option serves an 
objective long sought by shareholders; giving management an 
identity of interest with stockholders. 

3. The stock option involves no corporate expenditures 
of funds, and in fact, brings new funds into the business. 

^John R. Hyde, "The Total Management Compensation 
Package," Compensating Executive Worth , edited by Russell F. 
Moore, American Management Association (New York, Vail Ballou 
Press, Inc., 1968), p. 245 

14 P. E. Haggerty, "Incentives in Texas Instruments, Inc.," 
Incentives for Executives , edited by David W. Ewing and Dan 
H. Fenn, Jr . (New York, McGraw-Hill Book Company, Inc., 1962), 
p . 156. 

J V. Henry Rothschild, "Financing Stock Purchases by 
Executives," Harvard Business Review (March-April , 1957), p. 41. 
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4. It provides a method for the smaller company, the 
growth company, the company with leverage stock, and the 
company unable to offer substantial cash rewards to compete 
for executive talent with large established business. 

Stock options are not without risk to the executive, 
however, as market conditions of the past few years will 
attest. For in accepting them, he is gambling that he will 
profit more on the stock than by taking straight salary. 

Working for him in this expectation is the privilege, in- 
herent in the deferred nature of the transaction, of having 
some of the income taxed as a capital gain, an especially 
important consideration for executives in the upper income 
brackets . 

For the corporation, stock option programs offer the 
attractive opportunity to provide substantial levels of 

C 

compensation without a direct outflow of corporate funds, 
especially when authorized but unissued stock is used. 

Certain newer companies with limited capital but good potential 
have even been able to attract entrepreneurial-minded exec- 
utives from larger firms. A classical example occurred some 
years ago when a computer firm (Honeywell, Incorporated) was 
set up. With little ready cash, but with sound ideas, the 
nucleus of managers and specialists which was attracted to 
the firm succeeded in building a going computer business and 

^Smith, Personnel Journal, pp. 386-391. 



